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The Danger in Book Inventories 
TH E R E is perhaps no one item on the balance sheet with so many ramifica-
tions which are of interest as inventories. 
In many industries the inventories are 
among the most important assets with 
which the business is carried on. Fre-
quently they represent a large portion of 
the capital investment. As a consequence 
of these facts the value at which the in-
ventories are shown may have a marked 
effect on financial condition. 
The term inventory signifies stock-taking 
and implies that the physical property to 
which the title relates has been counted 
and listed. Seeing the word inventories 
on a balance sheet one is entitled to assume, 
unless some qualification appears, that 
the values shown are based on a physical 
count. 
Given this condition, wherein obsolete, 
unusable, or unsaleable items have been 
either excluded, or priced at not more 
than recovery value, the next question 
becomes one of valuation. While there 
are exceptional cases, like the packing 
industry, where sales prices are used con-
sistently, the well-settled valuation prac-
tice is cost or market, whichever was lower 
at the date of inventory. Orthodox pro-
cedure, such as the foregoing, would offer 
little ground for technical criticism so long 
as the books had been adjusted to make 
stock records conform with the physical 
condition and the adjustments had been 
applied to the costs. True, there would 
be questions from the standpoint of man-
agement as to relations between inventories 
and production requirements, and as to 
the proper balance between capital tied 
up in inventories and total working capital, 
etc., but that aspect is beyond the purview 
of this discussion. 
What does call for technical concern 
and critical consideration is the situation 
wherein closings are based on book records 
and inventory values derived therefrom 
are used for balance sheet purposes. The 
ground for concern is found, first, in the 
possibility that there may have been wide 
divergence between the book records and 
the physical stock; second, that cost may 
mean cost when purchased and that some 
of the stock may have been in hand for 
a long time, or a fixed price may have been 
used; and, third, that while physical 
stocks may have been exhausted several 
times since the last physical inventory was 
taken, the book records may not have 
been adjusted at such times. 
Nothing short of an extensive study of 
the stock records and prices used in figuring 
costs wil l serve to determine accurately 
the fairness of book values used for balance 
sheet purposes where physical inventories 
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were not taken. Obviously, nothing can 
exactly supply the information which a 
physical inventory at a given date would 
have disclosed and determine what, i f any, 
adjustments of book quantities would have 
been made necessary thereby. But the 
fact may remain that the client, for one 
reason or another, took no physical 
inventory. 
While the ordinary audit engagement 
does not involve this difficulty, as physical 
inventories are the rule rather than the 
exception, the auditor may suddenly find 
himself confronted with the problem, and 
called upon in the reasonable exercise of 
his duty to satisfy himself as to the valu-
ation placed on the inventories by the 
client. In a situation of this kind some 
basis for judgment is afforded by con-
sideration of the rapidity with which the 
component parts of the inventory were 
turned over during two comparable periods 
and the fluctuations in the market prices 
during the same periods. 
Take, for the sake of relative simplicity, 
the element of materials and supplies. 
Where adherence is had to a uniform basis 
of valuation, whether it be cost or market, 
in a fast moving market with slow turn-
over, the effect on the book inventory will 
be greater than where the reverse is true. 
Slow market and slow turnover will be 
less likely to result in any effect, as will a 
rapidly moving market accompanied by a 
rapid turnover. 
Where the rule of cost or market, which-
ever is lower, is used as a basis for pricing, 
the possibilities with respect to movements 
of the market in their relation to turnover 
are interesting. In a case where there has 
been a complete turnover of materials and 
supplies every two months there should be, 
at the end of any period, a supply sufficient 
for two months' operations, presumed to 
have been purchased some time in the two 
months prior to the date of the inventory. 
If the market has moved upward during 
the period of two months prior to the 
closing date there will be no adjustment 
necessary, since cost wil l be lower than 
market. If, however, the market has 
moved downward during the last two 
months of the period, the inventory values 
will be adversely affected to the extent of 
the divergence between cost and market. 
The valuation is not affected by the 
turnover period in a rising market, no 
matter how great or rapid the rise, but with 
a falling market the divergence becomes 
greater as the turnover period increases. 
Naturally, in a steadily declining market, 
goods which have been on hand three 
months will be susceptible to greater 
decline in value than those which have 
been carried but two months. 
A situation is sometimes found wherein 
the scheme for crediting stock and charging 
cost makes use of current market prices, 
regardless of the prices at which the 
materials and supplies were purchased. 
Where this scheme is in use, with the 
market moving downward and the turn-
over slow, the effect on inventories is to 
inflate them, through the scaling down of 
the credits to materials and supplies. 
In a recent case where physical inven-
tories had not been taken for two years, 
the books were closed December 31, 1922, 
on book values. Materials and supplies 
represented about sixty per cent. of the 
total inventory. A study of figures taken 
from the financial and statistical state-
ments suggested grounds for questioning 
the valuation placed on the materials and 
supplies. This step, however, seemed de-
sirable from the point of view of profes-
sional service to the client, in an effort to 
save him from a possible sudden and un-
expected adjustment when the next 
physical inventory is taken, rather than 
to question the matter seriously from a 
technical standpoint, since judged in the 
light of the total assets any over-valuation 
would have been relatively inconsequential. 
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The study from which these conclusions 
were reached ran somewhat as follows: 
Based on figures taken from the general 
books, the stock of materials and supplies 
was turned over five times in 1921 and 
6.3 times in 1922. These turnovers indi-
cate that the average supply of materials 
in 1921 was equivalent to 2.4 months, and 
in 1922 to 1.9 months. 
Using figures taken from the general 
books and financial reports, which included 
certain statistics, covering the years 1922 
and 1921, it appeared that the average 
cost of materials per unit of sale had 
decreased in 1922 about twenty per cent. 
from the cost of the same element in 1921. 
Taking this cost of material per unit in 
1922 as a basis and assuming that the 
number of units produced in December, 
1922, was equivalent to the number of 
units sold in that month, and further, that 
production would continue at the same 
rate for a reasonable period, the inventory 
of materials and supplies on hand at 
December 31, 1922, according to the books, 
would have been sufficient for a period of 
two and one-half months. To put the 
matter differently, based on December, 
1922, production and 1922 costs of material 
per unit and turnover, there should have 
been on hand at December 31, 1922, 
enough material to produce 3,200 units, 
whereas the book figures indicated a 
sufficient stock to produce 4,100 units. 
These results are out of line with the 
supply sufficient for two months, which, 
indicated by the turnover of 1922, should 
have been on hand December 31, 1922. 
In other words, the supply on hand was 
equivalent to two and one-half months, 
whereas turnover figures indicate that the 
supply should have been adequate for not 
more than two months. 
Further substantiation of the ground 
for question was found in a comparison 
of the downward trend of material costs, 
according to the client's figures, when 
contrasted with the fluctuations in price 
levels for basic materials used in the 
manufacture of the product under con-
sideration during the past two years. 
Index numbers reflecting price levels for 
materials used in this industry show that 
with 100 as a base, prices in January, 1921, 
stood at 132. The price level then moved 
downward to July, 1921, where it stood at 
107 until January, 1922. The lowest 
point reached was in Apri l , 1922, when the 
price level went to 105. Since that time 
the trend has been upward, running from 
120 in July, 1922, to 134 in November, 
1922. The average price level for basic 
material used in this industry was two 
points higher in 1922 than in 1921. 
In the face of this movement of the 
commodity market, latterly showing an 
upward trend, it is difficult to reconcile 
the decrease of 20 per cent. in the client's 
material cost per unit in 1922 when com-
pared with 1921. There would seem to 
be but one conclusion, namely, that some 
method of pricing materials consumed 
was used, which, instead of keeping step 
with the market movement in 1922, re-
sulted in a declining series of material 
cost calculations, and, failing to apply 
sufficient credit to the book value of 
materials and supplies, left the book 
inventory standing at an inflated value. 
Care should of course be observed in a 
study of this character to narrow the 
consideration down to the various elements 
of cost. Otherwise the fluctuations of one 
element may modify or offset the others. 
A case in point is found in the situation 
during the latter half of 1922 when material 
and labor costs per unit generally rose, 
while burden costs per unit fell. The 
latter was accounted for by the general 
increase in production and was sufficient 
to keep the total manufacturing cost from 
fluctuating sharply. 
It is infinitely more important, where the 
auditor encounters a case in which book 
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values have been used for inventory 
purposes, that consideration be given to the 
aspect of general valuation and the ques-
tion of relative importance, than to meticu-
lously transcribing the client's records and 
balancing out the pennies. 
